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No. 10806 
IN THE 


United States Circuit Court of Appeals 


FOR THE NINTH CIRCUIT 


BARNHART-Morrow CONSOLIDATED, 
Petitioner, 


Se 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


OPENING BRIEF OF PETITIONER. 


Introduction. 


This is a proceeding for review of a decision of the 
Board of Tax Appeals (47 B. T. A. 590) and of an order 
of The Tax Court of the United States refusing to vacate 
said decision and grant a rehearing. The parenthetical 
references set forth in this brief are to the pages of the 
printed transcript of record. 


Statement of Basis of Jurisdiction. 


The jurisdiction of the Board of Tax Appeals (the 
name of which was changed by Section 504(a) of the 
Revenue Act of 1942 to “The Tax Court of the United 
States’’) is based upon Sections 1101 and 272(a) of the 
Internal Revenue Code. The jurisdictional facts are 
alleged in the petition [R. 5-6] and are admitted in the 
answer [R. 53]. 


Ea, ON 


The jurisdiction of this Honorable Court is based upon 
Sections 1141(a) and 1142 of the Internal Revenue Code. 
The decision of the Tax Court was entered on January 
24, 1944, and the order denying petitioner’s motion to 
vacate the decision and for a rehearing was filed February 
29, 1944 [R. 4]. The taxpayer’s petition for review was 
filed May 15, 1944 [R. 5].- 


The venue is determined by Section 1141(b)(1) of the 
Internal Revenue Code and the allegation in the petition 
for review [R. 301] that the taxpayer’s returns were filed 
with the Collector of Internal Revenue for the Sixth 
District of California. 


Statement of the Case. 


Petitioner is a California corporation engaged in the 
production of oil and gas. In 1927 it acquired by assign- 
ment the right to operate certain oil wells in the Santa Fe 
Springs Field known as wells Nos. 1, 2, 3, 11 and 12 
[R. 186-7]. Well No. 12 was abandoned the same year 
[R. 68]. On September 28, 1928, petitioner acquired a 
leasehold interest in certain land on which it drilled a 
productive well known as well No. 16 [R. 187-8]. And 
in 1930, petitioner entered into an agreement pursuant to 
which it placed on production a well on adjacent premises 
known as well No. 17 [R. 189]. 


In January, 1931, while petitioner was operating the 
said wells Nos. 1, 2, 3, 11, 16 and 17, an action waseimere 
tuted in the Superior Court of the State of “Caliigmae 
entitled Julian v. Schwartz. Petitioner was made a party 
to said action by cross-complaints in which the defendant 
and certain other persons claimed to be the owners of the 
said six wells and of all production therefrom [R. 190]. 
On March 19, 1931, the court in said action appointed two 
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individuals as receivers to operate the wells and impound 
the net proceeds of production, and on March 23, 1932, 
the court appointed two trustees to take over the duties 
of these receivers. The litigation was finally terminated, 
favorably to petitioner, on October 28, 1936 |R. 190- 
191]. 


Onel@lve2z?, 1931, an action was filed in the Superior 
Court of the State of California by one D. R. Morrow, 
seeking, among other things, an accounting of the af- 
fairs Of petitioner, and on the same day the said court 
appointed Ralph S. Armour as receiver for petitioner 
[R. 191-2]. This appointment did not disturb the pos- 
session of the wells by the receivers and trustees appointed 
m1 the case of Jahan v. Schwarts |R. 194]. 


During the calendar year 1935 petitioner sustained a 
loss of $6,063.64 [R. 193], and Exhibit 51 [R. 104], a 
schedule of balance sheets according to petitioner’s books 
[R. 83], shows that at the end of that year petitioner 
had a deficit of $172,161.65. The financial condition of 
petitioner remained about the same until November, 1936, 
when petitioner received from the trustees the impounded 
proceeds of production [R. 195-6]. 


It was agreed by representatives of the Treasury De- 
partment and of the trustees in charge of the wells that 
no income tax liability should be imposed upon the trus- 
tees, but that funds distributed by the trustees should be 
taxed to the recipients for the years in which the distribu- 
tions were made [R. 80-81]. However, gas revenues 
produced by wells Nos. 1. 2, 3 and 11 were released by 
the trustees in 1933 and subsequent years and were treated 
as constructively received in those years by petitioner. 
In determining petitioner's net income for those years, 
receivership expenses were allowed as deductions for the 
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years in which they were approved by the court which 
appointed the receiver [R. 84-5, 196]. 


On November 12, 1936, the receiver, Ralph 5. Armour, 
filed an account showing additional receivership expenses 
of $17,852.12. The court approved the account the same 
day and directed payment of such expenses out of the 
first moneys accruing to petitioner [R. 197-8]. On No- 
vember 14, 1936, the trustees delivered possession of the 
wells to petitioner, and during said month the trustees 
paid $112,000.00 to petitioner and the said sum of $17,- 
852.13 to said RalphyS. Ammer | R193] 


It was determined in the case of Julian v. Schwartz 
that petitioner and one J. A. Smith were each entitled to 
a one-half interest in well No. 16 [R. 190-191].  Peti- 
tioner had been operating this well at a loss when, in 1937, 
it ceased producing entirely. The cost of making neces- 
sary repairs could not be determined in advance [R. 199]. 
Although the well had some salvage value, probably 
$2,000, it would have cost petitioner between $5,000 and 
$10,000 to plug the well as required by the laws of the 
state. Accordingly, petitioner, in December, 1937, quit- 
claimed its interest in the well to said J. A. Smith [R. 199- 
200], and claimed as a loss the book value of the interest 
so surrendered. 


Specification of Errors Relied Upon. 
(1) The Tax Court erred in holding and deciding that 


petitioner was not insolvent, within the meaning of Sec- 
tion 14(d)(2) of the Revenue Act of 1936, at any time 
during the year 1936. 


(2) The court erred in holding and deciding that the 
evidence was insufficient to show petitioner’s right under 
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Sections 14(a)(2) and 26(c)(3) of the Revenue Act of 
1936, as amended by Section 501(a) of the Revenue Act 
of 1942, to deduct its deficit in accumulated earnings and 
profits as of December 31, 1935, in determining undis- 
tributed net income for the year 1936. 


(3) The court erred in failing to make findings of fact 
with respect to petitioner’s asserted right to the deduction 


referred to in paragraph (2) above. 


(4) The court erred in denying petitioner a rehearing 
for the purpose of proving its right to the deduction 


referred to in paragraph (2) above. 


(5) The court erred in holding and deciding that peti- 
tioner was not entitled, in determining its net income and 
undistributed net income for the year 1936, to deduct 
$11,908.53 of the $17,852.12 paid in 1936 as receivership 


expenses. 


(6) The court erred in holding and deciding that peti- 
tioner was not entitled, in determining its net income and 
undistributed net income for the year 1937, to deduct the 


loss sustained upon relinquishment of its one-half interest 
in well No. 16. 


(7) The court erred in redetermining a deficiency of 
$14,509.17 in petitioner's income tax and undistributed 
profits surtax for the calendar year 1936. 


(8) The court erred in upholding respondent’s deter- 
mination of a deficiency of $15,816.89 in petitioner's in- 
come tax and undistributed profits surtax for the calendar 


year 1937, 


oo 
ARGUMENT. 


1 


During the Year 1936 Petitioner Was Insolvent 
Within the Meaning of Section 14(d)(2) of the 
Revenue Act of 1936. 


Section 14(d) of the Revenue Act of 1936 provides in 


part as follows: 


“(d) Exemption From Surtax.—The following 
corporations shall not.be subject to the surtax im- 
posed by this section: 
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“(2) Domestic corporations which for any por- 
tion of the taxable year are in bankruptcy under the 
laws of the United States, or are insolvent and in 
receivership in any court of the United States or of 
any State, Territory, or the District of Columbia.” 


It is undisputed that during the first ten months of 
1936 petitioner was in receivership. And there is no 
question as to the test of insolvency under Section 
14(d) (2), it having been settled by the decision of this 
Honorable Court in Artesian Water Co. v. Commissioner, 
125 F. (2d) 17, that the taxpayer is insolvent if unable 
“to meet its obligations as they matured, in the usual 
course of trade or business.” The issue before the Tax 
Court, and now on review, is whether or not petitioner, 


early in 1936, was insolvent by this test. 


It should be observed at this point that insolvency at 
any time during 1936 is sufficient to entitle petitioner to 
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the exemption claimed. As stated in United States v. 
Amiersom Co. (C.C. A. 7), L1IO F. (2d) 343, 345: 


“ce 


no tax is duc if the taxpaying corporation in 
receivership ‘is insolvent for one day of said taxable 
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year. 


Let us examine the evidence as to the financial condition 
Of petitioner on January 1, 1936. In the year 1931 peti- 
tioner had sustained a net loss of $90,116.67, and the 
years 1932-1935, inclusive, had brought additional losses 
Gimover pls,0V0.00 [R. 193]. Petitioner’s balance Sheet 
as of December 31, 1935, showed a deficit of $172,161.65 
[R. 195]. For almost five years all of the capital assets 
shown on the balance sheet (with the exception of office 
furniture carried at $811.50) had been in the possession 
of receivers and trustees appointed in the case of Julian 
v. Schwarts, and, as the court found [R. 195], “were 
being claimed by Schwartz and the holders of participat- 
ing oil agreements as asserted in the proceeding.” Had 
Schwartz and the holders of participating oil agreements 
prevailed in the litigation, petitioncr would have been hope- 
lessly bankrupt, for not only were they claiming the oil 
wells as their own, but they were also asserting an obliga- 
tion on the part of petitioner to account for past produc- 
tion [R. 98-99]. 


The admitted liabilities of petitioner on December 31, 
1935, disclosed by its balance sheet, amounted to $43,- 
789.66. These liabilities had not been materially reduced 
in the past five years [R. 104+]. They consisted of notes 
payable in the amount of $3,000.00 (unchanged during 
1935), accounts payable in the amount of $17,267.70 (sub- 
stantially the same as during the preceding two years ), 
$1,396.68 accrued interest, $1,051.66 accrued taxes, ac- 
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crued payroll of $14,078.00 (unchanged for two years), 
and $6,995.63 due to stockholders. 


The Tax Court, in its opinion [R. 206], says that the 
record does not disclose whether any of these debts (ex- 
cept accrued salary of $14,000.00) “matured during the 
receivership.” The fact that they were matured obliga- 
tions, however, is evident from the classifications of the 
balance sheet, Exhibit 51 [R. 104]. These classifications, 
“Notes payable,’ “Accounts payable,’ “Accrued ex- 
penses,’’ and “Due to Stockholders,” are a sufficient pruma 
facie showing that the liabilities listed were neither con- 
tingent nor unmatured. There is no evidence to the con- 
trary, and the sufficiency of the showing made by peti- 
tioner was never questioned by counsel for the Commis- 


sioner. 


The true basis, however, of the Tax Court’s decision 
that petitioner was not insolvent on January 1, 1936, is 
its misunderstanding of one item in Exhibit 51. Listed 
in the balance sheet as of December 31, 1935, under the 
heading “Other Assets,” is “Capital stock issued for serv- 
ices and leases” in the amount of $219,120.50. The Tax 
Court said [R. 206]: 

“« * * No attempt was made to show inability 
to meet maturing debts by a reasonable use of credit. 
It is true that the oil and gas properties were in the 
possession and control of the trustees and for that 
reason could not have been used by the receiver as 
collateral for a loan, but he had under his control 
stock of a book value of about $220,000. Nothing of 
record is opposed to the idea that this stock could have 
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been used as security for a loan or sold to pay debts. 
Neither does it appear that an application was ever 
made to the court for permission to sell receiver’s 
eertificates or otherwise raise funds to meet matured 
obligations.” 


When this opinion was promulgated petitioner at once 
moved for a reconsideration, pointing out [R. 229-230] 
that the capital stock referred to by the court was not 
an investment in stocks of other corporations, but was a 
mere bookkeeping debit item, representing that portion of 
the Capital Stock item of $694,977.00, listed as a liability, 
which represented shares of petitioner issued to promoters 
for services and leases. In other words, the $219,120.50 
represented stock of petitioucr issued to others. 


As stated in Paton’s Accountants’ Handbook, Third 
Edition, pages 36, 40, 128 and 844, in the application of 
accounting prineiples to financial statements a_ logical 
arrangement of the assets and liabilities may follow either 
of two sequences: (1) in order of liquidity, or (2) in the 
inverse order of liquidity. Intangibles are usually listed 
as the last or next to the last item on the asset side and 
should invariably be listed separately. Some of the prin- 
cipal intangible items are (1) purchased good will, (2) 
patents, franchises, copyrights, ete., (3) long term pre- 
payments or deferred charges, and (4) organization costs. 
In organizing a corporate enterprise substantial expendi- 
tures are often required to cover services of promotion 
and incorporation and the activities involved in raising 
capital. 

The balance sheet [k. 103] followed the accepted prin- 
ciple of arranging and presenting the assets in order of 
liquidity, the intangibles separately and next to the last 
group of accounts. The intangible asset of “Capital stock 
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issued for services and leases” was listed with other in- 
tangible assets of the company. As the words themselves 
imply, the stock was issued by the company and not re- 
ceived by it through purchase as an investment. Further- 
more, if the item had been an investment in stocks of other 
companies, then, in accordance with accepted principles of 
accounting, the item would have preceded the caption 
‘Capital Assets” on the balance sheet. 


In other words, “‘Capital stock issued for services and 
leases” is a phrase intended to describe the transaction 
through which intangible promotional benefits were re- 
ceived by petitioner. These benefits, of course, have no 
realizable value. 


We believe the Tax Court should have paused to reflect 
that if petitioner had possessed a marketable asset worth 
anything like $219,120.50, the court which appointed the 
receiver would long before have ordered a sale of this 
asset to pay liabilities. The receiver’s final account showed 
that even receivership expenses had remained unpaid for 
many years [R. 197.] Finally, the Tax Court should have 
realized that counsel for the Commissioner would have 
pointed out an asset worth $219,120.50 if it actually 
existed. 


This glaring error was called to the attention of the 
Tax Court by motion for reconsideration. Attached to 
the motion was the affidavit of George F. Meitner, peti- 
tioner’s auditor, stating: 

“that the item on Petitioner’s Balance Sheet, Exhibit 
No. 51, ‘Capital Stock Issued for Services and Leases 
$219,120.50,’ referred to stock issued by Petitioner 
to others for services and leases, and was simply an 
intangible item of no value, being what is commonly 
called ‘promotion stock.’ ” 


ais 


Certain other errors were correeted by supplemental orders 
[R. 244-5, 270-72]; yet the statement was allowed to re- 
main in the opinion that petitioner possessed capital stock 
of a book value of almost $220,000, and the motion for 


reconsideration was denied. 


Exhibit 51 was not the only evidence of petitioner’s 
insolvency at the beginning of 1936. The testimony of 
petitioner's attoriucy stands undisputed that until the funds 
unpounded by the trustees appointed in the case of Julian 
uv. Schwarts were released, petitioncr was without funds 
to pay its obligations or conduct its affairs |R. 119-120]. 


Let us see, now, whether petitioner could under the 
circumstances have raised such funds by borrowing on 
its assets or by the issuance of receiver’s certificates, as 
suggested by the court. Its accounts receivable, listed at 
$35,507.19, are described in the balance sheet, Exhibit 
51, by the phrase “collection and realization on which will 
exceed one year.” Of the total, $7,104.61 due from C. C. 
Julian remained constant for five years, and the court 
found [R. 191] that he died in 1934, leaving no estate. 
Mhewnest iteth, $21,978.09 due trom “W. J. Barnhatt 
and/or East Santa Fe Springs Escrow Account,” re- 
mained constant during the years 1933, 1934 and 1935 
and was definitely not an asset upon which anything could 
be realized. Nothing had been collected on Sundry Ac- 
counts of $296.31 since 1931. The amount receivable 
from the Texas Co. represented, as stated in the exhibit, 
gas revenues withheld. It would, of course, depend upon 


the outcome of the litigation in Judian v. Schwartz whether 


io 


petitioner or others were entitled to these revenues. 
Finally, the item of $4,518.22 shown as due from J. A. 
Smith is explained by the statement ‘Contra against in- 
debtedness due him” and was thus not collectible. 


The California superior court’s order of November 12, 
1936, terminating the receivership, recited the fact that 
petitioner was “no longer insolvent, by reason of its suc- 
cess in the litigation entitled Julian v. Schwartz” [R. 198]. 
The Tax Court said that this statement was not helpful 
because insolvency was not the ground for the receiver- 
ship, and that ‘inability to pay due to impounding of 
assets in a receivership, not based upon grounds of in- 
solvency, is not proof of insolvency in the sense of inability 
to meet maturing debts.’ This statement was directly 
contrary to the decision of this Court in Artesian Water 


Co. v. Commissioner, supra, where we find the following: 


“The Commissioner in his brief divides his argu- 
ment upon this phase of the case into two subdivi- 
sions. First it is urged that ‘the receivership intended 
by this section was obviously intended to mean one 
caused by financial difficulties and not one arising 
from disputes between the stockholders, charges of 
mismanagement, failure to obey the laws, etc.’ We 
do not agree. There is nothing in the statute or in 
the authorities to our knowledge that provides that 
in order to fall within the terms of the statute a cor- 
poration must be in receivership because of its in- 
solvent condition. So far as the statute provides, it 
is enough if the corporation is insolvent and in re- 
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ceivership, and the nature of the receivership proceed- 
ing is immaterial. 


2k 2K * > * 2K * > 


“Tt is certain, of course, that the taxpayer was not 
insolvent in a bankruptcy sense of having liabilities 
exceeding assets. As stated above, its assets exceeded 
one million dollars, and its liabilities were less than 
one hundred and fifty thousand dollars. We are un- 
able to agree with the apparent holding of the Board 
that a corporation must be insolvent within this sense 
of the word in order to be entitled to exemption. See 
(Wied States v. Anderson Co., 7 Cir., 119 Bo gd 
343, 346, and authorities therein cited. 


“It follows, then, that if the finding of solvency is 
to be affirmed, it must be on the basis that the tax- 
payer was able to meet its obligations as they ma- 
tured, in the usual course of trade or business. We 
find no support in the record for such a finding. It 
is clear that the notes to the Pacific Mutual Life In- 
surance Company became due after the ‘informal ex- 
tension,’ in the year 1937, the tax year in question. 
It is equally clear that the taxpayer was unable to 
meet this obligation at its maturity, either from its 
current assets or with ‘the reasonable use of the 
debtor’s credit.’ United States v. Anderson Co., 
supra. As stated above, all of the taxpayer's income 
bearing assets were pledged to the Insurance Com- 
pany as security for the loans, and in view of the 
receivership taxpayer's hands were just as effectively 
tied as if it had been in bankruptcy. As well put by 
the taxpayer in its brief, ‘The solvency or insolvency 
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of the petitioner, that is, its ability to pay its debts, 
must be determined in the actual situation in which 
the petitioner is found in the taxable year, and not in 
some false and assumed situation in which it is not 
found, for example, free from receivership.’ ” 


In the present case petitioner was unable to pay its 
matured debts, not because of the receivership, but be- 
cause of other litigation in which the title to substantially 
all its assets and the income derived therefrom was claimed 
by other persons. The trustees appointed in the case of 
Julian v. Schwartg were mere stakeholders, without power 
except to operate the wells and impound the net proceeds 
of production until the rightful owners should be deter- 
mined by the court. During the pendency of the litigation 
it is clear that these assets were not available for the pay- 


ment of petitioner’s debts. 


It therefore appears that during the early part of 1936 
petitioner had matured liabilities which had remained con- 
stant for several years and that it was entirely without 
funds and without access to assets from which funds could 
be realized. It is submitted that during the period in 
question petitioner was clearly unable to meet its matured 
obligations and was therefore insolvent within the mean- 
ing of Section 14(d)(2). 

If, however, there was any deficiency in proof of 
insolvency, petitioner should have been given an oppor- 
tunity to supply the necessary additional evidence. The 
authorities which support petitioner’s right to this further 


opportunity are set forth at a later point in this brief, 


ie 
Au, 


Petitioner Was Entitled, in Computing Its Undis- 


tributed Net Income for 1936, to Deduct Its 
Deficit as of December 31, 1935. 


The opinion of the Tax Court in this case was promul- 
gated on August 20, 1942. Section 501(a) of the Reve- 
nue Act of 1942, which became law on October 21, 1942, 
retroactively amended Section 14(a)(2) of the Revenue 
Act of 1936 to read as follows: 


and 
tion 


“The term ‘undistributed net income’ means the 
adjusted net income minus the sum of (A) the divi- 
dend paid credit provided in section 27, (B) the credit 
provided in section 26(c) relating to restrictions on 
payment of dividends, (C) except in cases where 
section 26(c)(1) is applicable, the deficit credit pro- 
vided in section 26(f), and (D) the redemption credit 
provided in section 26(¢).” 


retroactively added to the Revenue Act of 1936 Sec- 
26(c)(3), reading as follows: 

“In the case of a corporation having a deficit in 
accumulated earnings and profits as of the close of 
the preceding taxable year, the amount of such deficit, 
if the corporation is prohibited by a provision of a 
law or of an order of a public regulatory body from 
paying dividends during the existence of a deficit in 
accumulated earnings and profits, and if such provi- 
sion was in effect prior to May 1, 1936.” 


These amendments were made applicable to the instant 
case by Section 346 of the Civil Code of the State of 
Caittenmaeas amended in 1933, readine as follows: 


“A corporation may declare dividends payable in 
cash or in property only as follows: 
“(1) Out of earned surplus; or 


“(2) Despite the fact that the net assets of the 
corporation amount to less than the stated capital, out 
of net profits earned during the preceding accounting 
period which shall not be less than six months nor 
more than one year in duration; or 


“(3) Out of paid-in surplus or surplus arising 
from reduction of stated capital subject to the provi- 
sions of section 348b, Civil Code, only upon shares 
entitled to preferential dividends; provided that no- 
tice shall be given to the shareholders receiving such 
dividends of the source thereof prior to or concur- 
rently with the payment thereof. 


“Impaired assets. If the value of the net assets 
amounts to less, through depreciation, depletion, 
losses, or otherwise, than the aggregate amount of 
stated capital attributed to shares having liquidation 
preferences, the corporation shall not declare divi- 
dends out of net profits pursuant to subdivision (2) 
of this section, except upon such shares, until the 
value of the net assets has been restored to such 
aggregate amount of the stated capital attributed to 
outstanding shares having liquidation preferences. 


“Dividends. No dividends shall be declared when 
there is reasonable ground for believing that there- 
upon the corporation’s debts and liabilities would ex- 
ceed its assets or that it would be unable to meet its 
debts and liabilities as they mature. 


“No dividends shall be declared out of the mere 
appreciation in the value of its assets not yet realized, 
nor shall any dividends be declared from earned sur- 
plus representing profits derived from an exchange 
of assets unless and until such profits have been real- 
ized or unless the assets received are currently realiz- 
able in cash. 


~~ 


“Wasting asset corporation. A wasting asset cor- 
poration, that is a corporation engaged solely or sub- 
stantially in the exploitation of mines, oil wells, gas 
wells, patents or other wasting assets, or organized 
solely or substantially to liquidate specific assets, may 
distribute the net income derived from the exploita- 
tion of such wasting assets or the net proceeds de- 
rived fron such liquidation without making any de- 
duction or allowance for the depletion of such assets 
incidental to the lapse of time, consumption, liquida- 
tion or exploitation; subject, however, to adequate 
provision for meeting debts and liabilities and the 
liquidation preferences of outstanding shares and to 
notice to shareholders that no deduction or allowance 
has been made for such depletion.” 


That Section 346 of the California Civil Code is such a 
law as is contemplated by Section 501(a) of the Revenue 
Act of 1942 was recognized by the Tax Court in Signal 
Oil Company v. Commissioner, 2 T. C. 90, 96 (Commis- 
sioner’s acquiescence noted C. B. 1943, p. 20). 

Petitioner had no right to declare dividends in 1936 
under sub-paragraph (2) of Section 346, for during its 
preceding accounting period it sustained a net loss of 
$6,063.64 [R. 193]. It was therefore prohibited by Sec- 
tion 346 from declaring dividends until such time as it 
night have a capital surplus. Petitioner’s balance sheet 
porotemecemiber 31, 1935, showed a deficit of $172,161.65, 
and it claims the right, under the retroactive amendment. 
to deduct this sum in computing its undistributed net in- 
come for 1936. The effect. of course. would be to elimi- 
nate entirely any surtax on undistributed profits for that 


year, 


js 
The 1942 amendments to the Revenue Act of 1936 be- 


came effective after the submission to the Tax Court in 
this case of petitioner’s moticn for reconsideration or 
rehearing, but were called to the attention of the court in 
petitioner’s computation for entry of decision, filed March 
26, 1943 [R. 252-4], and at the hearing under Rule 50 
on May 5, 1943. At this hearing, as stated in the Tax 
Court’s order of February 29, 1944 [R. 297-8], petitioner 
submitted its contention that it was entitled to a deficit 
credit upon the facts already in the record, but only be- 
cause the court advised counsel for petitioner that new 
evidence could not be considered at a hearing under Rule 
50. Mr. Meitner, appearing for petitioner, was of the 
opinion that the deficit shown on Exhibit 51 might have 
to be recomputed by substituting cost depletion for per- 
centage depletion, in the same manner as required for 
determining the source of distributions under Sec- 
tion 115 (see Reg. 111, Sec. 29.115-6). He stated, how- 
ever, that he did not believe this recomputation would 
affect the amount of the deficit shown on Exhibit 51 [R. 
262]. The court then said [R. 262-3]: 


“We don’t like to try these cases upon recomputa- 
tion. . . . Now, it is obvious that there is a real 
reason for not bringing in new facts, new proof, new 
evidence, upon a recomputation. I don’t think that 
that should be considered upon this recomputation at 
all; that I should hear you on new evidence. But I 
am not saying that perhaps you might be allowed to 
file a motion for reconsideration, to set up such new 
facts if you show proper grounds for doing so,” 
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Mr. Meitner then called attention to the deficit of $172,- 
161.65 as of December 31, 1935, shown on Exhibit 51, 
Part 2, and explained [R. 264]: 


“Tam not proposing any new evidence unless the 
court deems it proper, if new evidence is necessary 
to sustain that figure. In other words, not now.” 


It is clear that counsel was merely abiding by the court’s 
ruling that new evidence could not be considered at a 
hearing under Rule 50 and was not waiving the right to 
offer such evidence at a later time if it should appear to 
bemteccccary, 


Then followed the Tax Court’s order of July 30, 1943 
[R. 270-272], which corrected the figures as to gross in- 
come, operating expenses, and net income, and ordered 
the parties to subniut reconiputations under Rule 50, but 
which made no mention of petitioner’s claim to a deficit 
credit. Revised recomputations were then filed, and the 
application of Section 501 was again presented by peti- 
tioner [R. 298]. On January 24, 1944, the court entered 
its decision [R. 285], in which, again, no mention was 
made of the new issue. Petitioner then filed its motion 
to vacate the decision and for a rehearing, stating that 
upon the rehearing it would submit, in support of its claim 
to the deficit credit, an analysis of the deficit account as 
of December 31, 1935 [R. 287]. This motion was dis- 
posed of by the order of February 29, 1944, in which the 
court said | R. 299-300]: 

“The present motion raises no question not already 
examined and considered over a long period. and so 
far as suggestion of new evidence is concerned, comes 
after petitioner's decision on May 5, 1943, to stand 
upon the original evidence. The only additional evi- 
dence now suggested by motion is an analysis of the 
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deficit account. Nothing newly discovered, since the 
hearing on the issue on May 5, 1943, is suggested. 
The record evidence has, upon the earlier presenta- 
tions of the question, been found insufficient to show 
right to the deficit corporation credit. In the light of 
the entire record here, and after repeated presentation 
and consideration of this question, no just reason is 
found to vacate the decision of January 24, 1944, and 
the petitioner’s motion is therefore denied.” 


Now, it is apparent from the record that this decision 
was most unjust to the petitioner. The evidence is said 
to be insufficient to show petitioner’s right to the deficit 
credit, but the court does not explain wherein the evidence 
is deficient. The court says that the suggestion of new 
evidence “‘comes after petitioner’s decision on May 5, 1943, 
to stand upon the original evidence,’ whereas the record 
shows, as demonstrated above, that petitioner made no 
such decision on May 5, 1943, but on the contrary was 
prevented by the court from offering additional evidence, 
since the hearing was merely to settle differences in com- 
putation under Rule 50. The court then says that the 
additional evidence suggested is not shown to be newly 
discovered since the hearing on May 5, 1943. This might 
be a ground for denying a rehearing if petitioner had had 
an opportunity on May 5, 1943, to present evidence, but 
we have shown that petitioner had no such opportunity. 


The decision of the court that petitioner was not en- 
titled to a deficit credit in determining its 1936 undis- 
tributed net income is not supported by any presumption 
in favor of the Commissioner’s findings, for the right to 
the deficit credit was created by the Revenue Act of 1942, 
long after the Comniissioner’s determination of a de- 
ficiency. The presumption of correctness which ordi- 


Sa 


narily attaches to the Contnissioner’s findings does not 
apply to issues raised for the first time after the notice 


of deficiency. 


First Nat. Bank of Boston v. Commissioner of Int. 
deev. (C. C. A. 1), 63 I. 2d 685, 693-4. 


Furthermore, the presumption in favor of the Com- 
missioner’s determination is merely a procedural device 
and is not in itself evidence to be weighed against evidence 
produced by the taxpayer. In /. MW. Perry & Co. v. Com- 
tiusstomer, 120 F. (2d) 123, 124, this Court said: 


“Tt follows that the Commissioner must have found 
that the corporation was ‘availed of’ for that pur- 
pose. This finding is presumptively correct, that is, 
until the taxpayer proceeds with competent and rele- 
vant evidence to support his position, the determina- 
tion of the Commissioner stands. When such evi- 
dence has been adduced the issue depends wholly upon 
the evidence so adduced and the evidence to be ad- 
duced by the Commissioner. The Commissioner can- 
not rely upon his determination as evidence of its 
correctness either directly or as affecting the burden 
Gmpmoor. Welch v. Helvering, 290°U. S. 1) ie 
ome ct. 8, 78 L. Ed. 212; Helvering vy National 
Grocery Co., 304+ U. S. 282, 294, 295, 58 S. Ct. 932, 
Came fd. 1346: Helvéring v) Talbott’s Estate, 4 
Cieot0, 116 F. 2d 160, 162.” 


Where evidence is produced by the taxpayer alone, it is 
the duty of the Tax Court to make findings on the basis 


of such evidence, without regard for any presumption in 
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favor of the Commissioner’s determination. Thus, in 
Hemphill Schools v. Commissioner, 137 F. (2d) 961, 
963-4, this Honorable Court remanded the case to the 
Tax Court, saying: 


“The Board’s holding that petitioner was availed of 
for the purpose of preventing the imposition of the 
surtax upon its shareholders through the medium of 
permitting gains and profits to accumulate instead of 
being divided or distributed appears to have been 
based on respondent’s determination that petitioner’s 
gains and profits were permitted to accumulate be- 
yond the reasonable needs of its business. Whether 
that determination was correct or incorrect was the 
principal, if not the sole, issue in the case. The bur- 
den of proving it incorrect rested on petitioner. Thus, 
if no evidence had been produced, the Board would 
have had to accept the determination; for, until evi- 
dence was produced, the determination was presumed 
to be correct. 


“Evidence was produced. Some of the evidence 
produced by petitioner tended to prove that its gains 
and profits were not permitted to accumulate beyond 
the reasonable needs of its business. Evidence hav- 
ing been so produced, the presumption ceased, and 
thenceforth the issue depended ‘wholly upon the evi- 
dence.’ It thus became the duty of the Board to find 
from the evidence, and from it alone, whether peti- 
tioner’s gains and profits were permitted to accumu- 
late beyond the reasonable needs of its business. No 
such finding was made. Instead, the Board treated 
the presumption (which no longer existed) as if it 
were evidence, weighed it against petitioner’s evidence 
and concluded that petitioner’s evidence did not ‘over- 
come it.” 


295. 


See also Lawrence v. Commissioner, decided by this 
Court on June 13, 1944, in which the Court said: 

“The Tax Court also stated in its opinion that 
petitioners had failed to overcome the presumption 
that respondent’s determination of their tax liability 
was correct. That presumption disappears when, as 
here, evidence is introduced which would be sufficient 
to sustain a contrary finding (Wiget v. Becker, 84 
F, 2d 706, 707-8; Co-operative Publishing Co. v. 
meres (9 Cir.), 115 F. 2d 1017, 1021-2: cf New 
faeme ieite Ins. Co. v. Gamer, 303 U.S. lol, Wye 


Here the only evidence before the Tax Court was Peti- 
tioner’s exhibit 51, Part 2 [R. 104], showing a deficit 
of $172,161.65 as of December 31, 1935, and the stipula- 
tion of counsel that Exhibit 51 was a schedule showing 
balance sheets as per petitioner’s books |[R. 83]. This 
was certainly evidence tending to prove a deficit in ac- 
cumulated earnings and profits in the stated amount. Of 
course, circumstances can be imagined which might affect 
the weight to be given the balance sheet as evidence of 
accumulated operating losses (although Byron Sash & 
Dog=Co,v. Uniicd States (D. C., Ky.), decided April 
10, 1944, holds that no adjustment of the balance sheet 
deficit is required even for prior capitalization of earned 
surplus); but no evidence of any such circumstance was 
presented to the Tax Court. It is submitted that the bal- 
ance sheet was prima facie evidence which, standing un- 
controverted, required a finding in favor of petitioner. 


The Tax Court did not even attempt to make a finding 
as to whether or not petitioner had “a deficit in aceumu- 
lated earnings and profits as of the close of the preceding 
taxable year.” This, in itself, would require that the case 
be remanded, for it is nut a function of the Circuit Courts 


=o 


of Appeals to make findings of fact. In Bell v. Com- 
missioner (C. C. A. 3), 139 Fed (2d) 147, it appeared 
that the taxpayer claimed as a basis for determining gain 
or loss on the sale of corporate stock the cost of bonds 
which he had exchanged for the stock in what he claimed 
was a tax-free reorganization under Section 112(¢)(1) 
of the Revenue Act of 1936. After the Tax Court, on 
January 19, 1943, had filed its memorandum decision in 
favor of the Commissioner, the taxpayer presented a 
motion for reconsideration on the ground that the ex- 
change was a tax-free transfer to a controlled corporation, 
within the meaning of Section 112(b)(5) as construed by 
the Supreme Court in Helvering v. Cement Investors, Inc., 
a case decided June 1, 1942. The Circuit Court of Ap- 
peals said (pages 148-9) : 

“It is also true that neither party brought that pro- 
vision of the Revenue Act or the Supreme Court’s 
construction thereof in the Cement Investors case to 
the attention of the Tax Court prior to its decision. 
However, the petitioner did move timely for a re- 
consideration of the Tax Court’s decision and speci- 
fied as the reason for his motion the pertinency of 
Sec. 112(b)(5). In that way the point now ad- 
vanced by the petitioner was raised below; and the 
Tax Court terminated the matter by entering an order 
denying the petitioner's motion for a reconsideration 
of the decision. 


2k * 2 * * x * * 


“In the Cement Investors case it was undisputed 
(see 316 U. S. at page 531, 62 5S. Ct. at page 
86 L. Ed. 1649) that ‘the stock and income bonds 
acquired by each bondholder were substantially in 
proportion to his interest in the assets of the debtor 
companies prior to the exchange.’ In the instant case 
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there has been no finding in such regard. In view 
of the statute’s cognate requirement, the necessity for 
an appropriate finding in material connection 1s 
readily apparent. [tach party has presented argument 
in support of his respective contention as to what the 
relevant finding should be on the basis of the record 
facts. But it is no part of our province, upon the 
review of a decision by the Tax Court, to make fact 
findings. That duty devolves upon the authorized 
fact finder. We have naught to do therefore but to 
remand the case to the Tax Court for a finding with 
respect to the material fact indicated and for decision 
thereafter in the light of the findings as they then 
exist.” 


It is submitted that, in the hght of the evidence that 
Peutiomer had a deficit as of December 31, 1935, the Tax 
Court erred in deciding, without even making a finding 
as to the existence or non-existence of a deficit in accumu- 
lated earnings as of the close of the preceding year, that 
there was a deficiency in surtax on undistributed profits 
for the year 1936. But, erroneous as was this decision, 
much more arbitrary and erroneous was the refusal of 
the court on February 29, 1944, to allow petitioner a 
rehearing for the purpose of presenting additional evi- 
dence in support of its claim to a deficit credit. The Tax 
Court should have been willing, in the interests of justice, 
to determine whether or not petitioner was entitled to the 
benefit of the retroactive amendments made by Section 
501(a) of the 1942 Act. Instead, the court sought plausi- 
ble excuses for denying petitioner the opportunity to pre- 
sent the facts. Under such circumstances an appeal to a 
higher court of justice should never be unavailing. 

Nor have such appeals been unavailing in the past. In 


Chatham Phenix Nat. Bank & Trust Co. v. Helvering 
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(C. C. A, D. C.), 87 F. (2d) 547, S40°350 5 neater 
Court of Appeals for the District of Columbia said: 


“We realize that the burden was upon the taxpayer 
to prove its case, and that it failed to introduce sufh- 
cient evidence in this respect, but we are here con- 
fronted with a case wherein it is perfectly clear that, 
by reason of the unauthorized action of Brady in at- 
tempting to appear as a representative of the tax- 
payer (for which, as we gather from the record, the 
Board punished him by disbarment from further 
practicing before it), there was really no hearing 
according to law, and in which it appears that there 
may be a valid claim on the part of the taxpayer for 
a refund of the tax paid. We think, under these 
circumstances, that a hard and fast rule should not 
be applied, the result of which may be to enrich the 
government unjustly and punish the taxpayer. 


“The taxpayer appeals from both the division mem- 
ber’s order of December 21, 1934, denying a retrial, 
and the decision of the Board refusing to review the 
order of December 21, 1934. As to the order of 
December 21, 1934, neither the applicable statutes 
nor the rules of practice adopted by the Board of Tax 
Appeals deal specifically with motions for rehearing. 
It has been held, however, that the Board has power 
to grant a rehearing, Helvering v. Continental Oil 
Co., 63 App. D. C. 5, 8, 65 F. (2d) 750. "Bintremes 
Lexington Ice & Coal Co. (C. C. A.) 62. haazas 
906, 908; Garden City Feeder Co. v. Commissioner 
of Internal Revenue, 27 B. T. A. 1132, and, further, 
that the granting of a rehearing lies within the sound 
discretion of the Board, Bankers’ Pocahontas Coal 
Co. v. Burnet, 287 U. 5S. 308, 313, 53 S. Cte iS0ssiaae 
77 L. Ed. 325. Undoubtedly the court has jurisdic- 
tion to determine whether, under all the circumstances, 
that discretion has been abused. 
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“But the power of this court to order a rehearing 
of the case does not extend only to the abuse of dis- 
cretion on the part of the Board. This power may 
be exercised when necessary to meet the ends of sub- 
stantial justice. This court has the power under the 
statute to modify or reverse the decision of the Board, 
if not in accordance with law, ‘as justice may re- 
que. 44 Stat. 110, section 641 (c), T. 26 U.S. C., 
26U. S. C. A. Sec. 641 (c). The cases diselose nu- 
merous instances where this broad power has been ex- 
ercised. Dempster Mill Mfg. Co. v. Burnet, 60 App. 
D. C. 23, 46 F. (2d) 604; L. J. Christopher Co. v. 
Commnissioner of Internal Revenue, 60 App. D. C. 
368, 370, 55 F. (2d) 530; Underwood v. Commis- 
Siomer Of Internal Revenue (C. C. A.), 56 Be { 2d) 
67, 73; Virginia-Lincoln Furniture Corp. v. Commis- 
Biemer ot Internal Revenue (C. C. A.), 56H (2d) 
1028 1033; Helvering v. Edison Securities Corp. 
(emees.). 78 F. (2d) 85, 91, 92; Fratz v, Gommne= 
Biome ot Internal Revenue (C. C. A.), 76 F. (2d) 
460, 461; Commissioner of Internal Revenue v. Lang- 
well Real Estate Corp. (C. C. A.), 47 F. (2d) 841, 
842; Slayton v. Commissioner of Internal Revenue 
(eee), 76 F. (2d) 497, 498. 


‘In the Virginia-Lincoln Case, supra, the court 
said: ‘In addition to this, it appears from the record 
that petitioner is entitled to relief; and we will not 
turn him out of court because he may have miscon- 
ceived his remedy. As we have said before, courts 
exist to do justice, not to furnish a forum for the 
technical skill of counsel. In reviewing a decision 
of the Board, we are given broad powers to affirm, 
modify, or reverse it “as justice may require” (26 
me. C. A... sec. 1226): andive Wo tiot think that 
justice requires that a petitioner with a meritorious 
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case be turned out of court upon any such technical 
ground.’ 

“In the Fritz Case, sapra, in considering a petition 
to review a decision of the Board, the Circuit Court 
of Appeals for the Fifth Circuit said: ‘We should 
not upset this finding of fact unless the board abused 
its discretion in refusing to reopen the case for fur- 
ther evidence. We recognize on the one hand that 
the board has discretion as a quasi court touching the 
reopening of its proceedings. Bankers’ Pocohontas 
Coal Co. v. Burnet, 2387 U. S. 308, 309) s3eSsmer 
150, 77 L. Ed. 325; Weiller v. Commissioners ease 
A.), 64 F. (2d) 480; Wise & Cooper Co. v. Commis- 
sioner (C. C. A.), 53 F. (2d) 843; Washbunnes ame 
Co. v. Commissioner (C. C. A.), 67 FIN(@@ayiGae. 
659. And on the other hand our power and responsi- 
bility on review extend to the requirement of further 
trial when error of law, surprise, or arbitrary action 
makes it proper.’ 

“Running through all the cases cited is the similar 
determination of the courts that, where it appears 
that a further hearing would be promotive of justice, 
the taxpayer should be given the opportunity of 
amending his pleadings and of offering evidence to 
show that he suffers through a wrongful determina- 
tion of his tax liability.” 


The same court, in Ohio Valley Rock Asphalt Co. v. 
Helvering, 95 F. (2d) 87, 90, said: 


“When to all of this is superadded the fact that 
after the Board’s decision and in apt time petitioner 
asked leave to produce additional evidence to cover 
its default in evidence on the point mainly relied on 
by the Board, and was refused, it seems to us clear 
that the Board’s decision to reject the entire claim is 
wholly unsustainable. Petitioner, as we think, has 
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shown that the Commissioner's determination of its 
tax liability is excessive and that to sustain it would 
impose upon petitioner the duty of paying a tax that 
confessedly it does not owe. In similar circumstances 
the Supreme Court has said that the Board should 
hold the assessment arbitrary and invalid and should 
afford the taxpayer an opportunity to show whether 
@etair apportionment may be made and, if so, the 
correct amount of the tax. Helvering v. Taylor, 293 
me 07, 55 5S. Ct. 287, 79 L. Hd 623. 

“As we have indicated above, we think there 1s 
sufficient evidence in the record on which the Board 
could have made a reasonable estimate of some, if 
not all, of the factors upon which depletion is com- 
puted. And if it be said that the estimates would be 
only rough approximations it may be replied, as the 
Supreme Court said in United States v. Ludey, 274 
ieee 295, 47 S. Ct. 608, 71 L. Ed. 1054, that itis 
better to act upon a rough estimate than to ignore 
the fact of depletion. In view of petitioner’s appli- 
cation for a rehearing and for an opportunity to pro- 
duce evidence which was not available to it at the 
former hearing, simple justice requires that petitioner 
be granted further opportunity to present its proof. 
We, therefore, remand the cases to the Board with 
instructions to consider the testimony already taken 
and such further competent testimony as may be 
offered, to find the facts, and to determine the correct 
amount of the assessment on that basis.’’ 


We respectfully represent to this Honorable Court that 
every fact necessary to show petitioner’s right to a deficit 
credit under Section 501(a) of the Revenue Act of 1942 
can be established by competent evidence, and we submit 
that, in the interests of justice, this case should be re- 
manded to the Tax Court with instructions to permit such 
evidence to be presented. 
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JUL 
Petitioner Was Entitled to Deduct Receivership Ex- 
penses Paid in 1936 in Determining Its Net In- 
come and Undistributed Net Income for That 
Year. 


The Tax Court found [R. 197-8] that on November 
12, 1936, Ralph S. Armour filed with the Superior Court 
of the State of California his account as receiver showing 
expenses incurred in the total amount of $17,852.12, and 
that on the same day the said court approved the account 
and directed payment of the said sum out of the first 
moneys accruing to petitioner. The findings also show 
that the impounded funds paid by the trustees in 1936 
included $17,852.13 paid to Armour for the account of 
petitioner [R. 198]. 


The Commissioner, in his notice of deficiency, had dis- 
allowed the deduction of $11,908.53 of this amount on 
the ground that expenses in that amount “properly ac- 
crued prior to the taxable year” |R. 46]. This disallow- 
ance was alleged in the taxpayer’s petition to be error 
[R. 7], and the Commissioner’s answer put this allegation 
in issue [R. 53]. Thereafter, counsel for the parties 
entered into a stipulation in which it was agreed [R. 
83-5] that in determining petitioner’s net income or loss 
for the years 1933, 1934 and 1935, the Treasury Depart- 
ment had allowed deduction of receivership expenses “in 
and for the years in which they were definitely determined 
and approved by the Court in said cause of action No. 
325061, wherein the said Ralph S. Armour was receiver” 


[R. 85]. 


The Tax Court in its findings [R. 196] stated petition- 
er’s income and expenses for the year 1936 and included 
among expenses receivership expenses in the sum of 
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$17,574.68, the amount shown on Petitioner's Exhibit 60. 
The record docs not explain the discrepancy between this 
figure and the $17,852.13 found to have been paid the 
receiver by the trustees. 


Notwithstanding this finding as to petitioner’s income 
and expenses for 1936, the Commissioner, in submitting 
his computation under Rule 50, deducted only $5,666.15 
as receivership expenses for the year 1936. This was 
called to the attention of the Tax Court in the computa- 
tion filed by petitioner on March 26, 1943 [R. 250], and 
again in its recomputation filed on or about January 1, 
1944 [R. 275], but the decision was nevertheless based 
upon the Commissioner's computation as to receivership 
expenses deductible. Petitioner thereupon filed its motion 
to vacate the decision, asserting that in disallowing the 
additional deduction of $11,908.53 as receivership ex- 
penses, the decision was contrary to the stipulations of 
counsel and the court’s own findings. The motion, as 
heretofore stated, was denied by order of February 29, 
1944, in which the court made only the following mention 
of the matter of receivership expenses [R. 296-7]: 

“All of the matters presented by the present mo- 
tion had, prior to the filing thereof, been throughly 
considered. On December 4, 1942, motion filed Sep- 
tember 17, 1942, for rehearing, including considera- 
tion of the issues now raised as to loss on Well No. 
16 and insolvency, was denied. The matter of re- 
ceivership expense was waived at the original hear- 
ing, and was not discussed in petitioner's briefs nor 
at the hearing under Rule 50. The above issues were 
nevertheless reconsidered because the figures involved 
were incorporated in the recomputations submitted.” 
(Emphasis supplied.) 
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The court’s statement that the matter of receivership 
expense was waived at the original hearing is based upon 
the following discussion between the court and counsel at 
the hearing on October 4, 1941 [R. 108]: 


“The Member: Do you have a statement for the 
respondent? 

Mr. Tonjes: There are other issues set forth in 
the petition, your Honor, and I presume that those 
are waived. 


Mr. Burkhead: That is correct. 


STATEMENT OF CASE ON BEHALF OF RESPONDENT. 


Mr. Tonjes: That leaves five issues as stated by 
the counsel for petitioner. 

I might say briefly what my position is with re- 
spect to these several issues. 

The Member: First, before you start, you speak 
about others being waived. I was wondering about 
that, because there are a large number enumerated 
here. Are they waived or have some of them been 
disposed of by your stipulation? 

Mr. Burkhead: No. ‘They have been waived. 
They are small items.” 


Obviously, counsel for petitioner had completely forgotten 
the issue as to receivership expenses; but by his statement 
that the issues waived “are small items” he clearly showed 
that what he had reference to were the issues raised in 
subsections (f), (n), (o) and (p) of paragraph 4 of the 
petition [R. 7, 8], aggregating $1,991.17 in amount. A 
waiver is, by definition, the intentional relinquishment of 
a known right; and certainly counsel for petitioner did not 
intentionally relinquish its right to a deduction of almost 


$12,000.00, 
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In any event, the question of prior waiver is removed 
from the case by the fact that the Tax Court, on the 
motion for rehearing, affirmatively undertook to decide 
the question as to receivership expenses, and was there- 
fore required to decide the question correctly. In the 
excerpt from the order of February 29, 1944, above 
quoted, the court says that 

“The above issues were nevertheless reconsidered 
because the figures involved were incorporated in the 
recomputation submitted.” 


Petitioner’s computations are in the record, and it can be 
seen therefrom that no figures were incorporated with 
respect to the issue as to loss on well No. 16 or the issue 
as to insolvency. The only issue concerning which figures 
were incorporated in the computations submitted was the 


issue as to receivership expenses. 


On the merits, it is submitted that the liability for 
receivership expenses paid in 1936 did not accrue in prior 
years. A receiver, of course, is an officer of the court, 
subject to its direction and control. In California the 
powers of receivers are specified in Section 568 of the 
Code of Civil Procedure, as follows: 


“The receiver has, under the control of the court, 
power to bring and defend actions in his own name, 
as receiver; to take and keep possession of the prop- 
erty, to receive rents, collect debts, to compound for 
and compronuse the same, to make transfers, and 
generally to do such acts respecting the property as 
the court may authorisc.”” (Emphasis supplied. ) 
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Thus, a receiver cannot subject the assets of a corporation 
to liability without the approval of the court under whose 
authority he acts. As stated in Pacific Ry. Co. v. Wade, 
91 Cal. 449, 27 Pac. 768, 770: 

“No one claiming a right paramount to that of the 
receiver can assert it in any action without the per- 
mission of the court. No sale can take place, no debt 
can be paid, no contract can be made, which does not 
receive the sanction of the court.” 


Until the court which appointed Armour as receiver 
approved his final account on November 12, 1936, and 
directed payment of the sums therein specified, there was 
no certainty that petitioner would ever be required to pay 
any part of the $17,852.12 for which deduction is now 
claimed. For this reason, until the order was made, peti- 
tioner was not entitled to deduct these receivership ex- 
penses as accrued liabilities. The case falls within the 
familiar rule, restated on February 28, 1944, by the 
Supreme Court in Security Flour Mills Co. v. Commis- 
siower, 320 UmiS. 222 , oo L. Ed. (Adv. Op) 7. 
follows: 

“Tt is settled by many decisions that a taxpayer may 
not accrue an expense the amount of which is un- 
settled or the liability for which is contingent.” 


It is therefore submitted that the Tax Court erred in 
sustaining the Commissioner in the contention that $11,- 
908.53 of the $17,574.68 claimed as a deduction for 1936 


represented liabilities accrued in prior years. 


= 


ye 


Petitioner Sufficiently Established the Loss Sustained 
in 1937 on Surrender of Well No. 16. 


The history of well No. 16 is set forth in some detail 
in the findings of the Board of Tax Appeals |[R. 187-9]. 
The well was a small producer, and it declined in produc- 
Horeatetne end of 1937 [R. 117]. During 1937, up to 
December 20th, when the well was quitclaimed to Smith, 
petitioner had sustained a net loss on this well, before 
making any deduction for depletion, of $3,258.78 [R. 
152]. Finally the well ceased producing entirely; it had 
“sanded out’ and couldn’t be pumped [R. 129]. The 
operating agreement between petitioner and Smith’s prede- 
cessor in interest limited the expense chargeable against 
Smith’s intrest to one-half of $500 per month [R. 117], 
which was not sufhcient to operate the well [R. 124], and 
there was no way of charging Smith with any part of the 
cost of making necessary repairs [R. 131-2]. Further- 
more, it was impossible to know in advance how much 
repair work would be required [R. 133-4]. 


The board of directors of petitioner was composed of 
practical oil men [R. 131]. They held a meeting on De- 
cember 17, 1937, at which, after full discussion, they 
adopted a resolution to release, surrender, and quitclaim 
to Smith petitioner’s entire interest in the well [R. 100-1]. 
Harold C. Morton, one of the directors, testified that he 
knew at the time that Smith had spent a great deal of 
money in attempting to return to production two wells 
located on the same ten-acre tract [R. 118-19]. The 
directors discussed the possibility of dividing up with 
Smith as much of the physical equipment as could be sal- 
vaged, but under the terms of the lease the lessors had a 
right to possession of the equipment upon abandonment, 
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Under all the circumstances, the directors decided to turn 
everything over to Smith, including the equipment [R. 
124-5]. The well went off production on December 17th 
and was quitclaimed on December 20th [R. 152]. 


Fortunately for Smith, the repair work necessary to put 
well No. 16 back on production proved simple and inex- 
pensive. He found the liner crumpled, but not totally 
collapsed, and the entire cost was only $700 or $800. 
About a year and a half before, while the well was being 
operated by Smith as a trustee in the case of Julian v. 
Schwartz, the liner did collapse, and it cost between 
$18,000 and $20,000 to accomplish no more than Smith 
was able to do at the end of 1937 at a very small expense 
[R. 130-1]. 


By quitclaiming to Smith, petitioner relieved itself of 
an onerous liability. Under the terms of its 1928 agree- 
ment petitioner was required to operate the well, even at 
a loss, so long as it retained possession [R. 124, 126]. It 
undoubtedly chose the course of wisdom in surrendering 
the well to Smith, for although the well produced over 
$15,000 worth of oil in 1938 [R. 132-3], as compared with 
only about $10,000 in 1937 [R. 151], production then 
declined to about $700 or $800 a month [R. 133], and 
even if petitioner had been able to put the well back on 
production at a cost of as little as $500, it would have 
sustained a loss in gperating the well because of the limi- 
tation on Smith’s share of expenses [R. 139-140]. Fur- 
thermore, in quitclaiming the well to Smith, petitioner 
shifted to him the ultimate liability for conditioning the 
well for abandonment in compliance with state law. This 
might have cost between $5,000 and $10,000 [R. 134]. 
By quitclaiming to Smith, petitioner surrendered its in- 
terest in the well without incurring this liability. 
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Although Smith was a large stockholder of petitioner, 
the transaction was free from any suspicion of intent to 
benefit him at the expense of the corporation. The matter 
of surrendering possession of the well to him was not 
suggested by Smith but by Morton [R. 125]. Smith re- 
frained from any participation in the discussions as to the 
advisability of the transfer [R. 127], and the resolution 
records him as not voting [R. 100]. Neither Morton nor 
any other of petitioner's shareholders had any interest in 
Smith’s operation of the well [R. 127]. 


In his notice of deficiency the Commissioner disallowed 
the loss on abandonment of petitioner’s interest in well 
No. 16 “as not falling within the provisions of Section 
25 Of the Reventie Act of 1936” [R. 50], and at the hear- 
ing counsel for the Coninissioner placed his objection on 
the grounds that the quitclaim was to a stockholder, that 
no effort was made to salvage any property, and that if 
there was a deductible loss it was one to which capital 
limitations applied |{[R. 110]. These objections are ob- 
viously without merit. In the case of United Oil Co., 
Zoe lee 101, 109, the Board of Tax Appeals said: 

“Losses sustained on account of the abandonment 
of oil wells constitute allowable deductions from in- 
come for the year or years in which abandoned, and 
this principle has been specifically recognized by the 
fespemcent. Belridge Oil Co., 11 B. T. A. 1279137.” 


The evidence shows that Mr. Smith's position as a share- 
holder did not influence the decision of the board of direc- 
tors as to the advisability of surrendering the well to him. 
No effort was madc to salvage the well equipment because 
smith already owned a half interest in this equipment 
[R. 124] and because the lessors had the right to pos- 
session upon abandonment [R. 125]. And the surrender 


tee 


to Smith was without consideration and hence not a “sale 
or exchange’ to which the capital loss limitations of 
Section 117 could apply. 


The Board of Tax Appeals’ disallowance of the loss is 
based entirely upon an alleged failure to prove the amount 
thereof. The Board states that this was the basis of 
respondent’s contest of the deduction [R. 211-12]. This 
statement rests upon a misconception of the meaning of 
certain remarks made by counsel at the time of the hear- 
ing. One of the principal issues in the case was whether 
sums expended by the trustees in operating the wells, 
which sums were charged to petitioner, should be taken 
into consideration in computing the depletion deduction. 
Accordingly, it was impossible, before this issue was de- 
termined, for petitioner to prove definitely the amount of 
loss sustained upon abandonment of well No. 16. Coun- 
sel for respondent, Mr. Tonjes, was anxious to keep out 
of the record any documentary evidence which might tend 
to establish depletion in accordance with petitioner’s con- 
tentions. Thus, when petitioner attempted to offer in 
evidence a docunient entitled ‘‘Barnhart-Morrow Consoli- 
dated Gross Income, Expense, Depletion, Net Income,” 
Mr. Tonjes objected to the offer for the reason that it 
attempted to show what was a proper depletion allowance, 
and the offer was therefore withdrawn [R. 149-50]. When 
the witness, George F. Meitner, petitioner’s auditor, then 
attempted to identify the document ultimately received 
as Exhibit No. 57, entitled “Loss on Oil Wells Quit- 
claimed and/or Abandoned in Year 1937,” Mr. Tonjes 
examined the witness on voir dire to satisfy himself that 
the item of $28,472.01 shown on the exhibit as “Depletion 
Reserve December 31, 1935,” represented depletion prior 
to the time the trustees took possession [R. 153-5]. Mr. 
Tonjes then elicited the information that the items shown 
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on the exhibit as depletion on the trustee’s distribution in 
1936 and 1937 were calculated on the amount of gross 
proceeds of oil credited petitioner by the trustees, that is, 
in accordance with petitioner’s contentions on the deple- 
tion issue [R. 155]. Counsel for petitioner recognized 
that respondent would therefore have a legitimate objec- 
tion to the exhibit on the ground that it purported to show 
what was a proper depletion allowance, and in order to 
avoid this objection, counsel stated that he offered the 
exhibit 
“for the purpose of showing the method and the man- 
ner in which petitioner arrived at the figure $43,- 
151.96 which the petitioner has claimed to have sus- 
tained as a loss on Well No. 16 at the time it was 
abandoned in 1937, and not for the purpose of show- 
ing that it is evidence of the fact that they did sustain 
that, but to show how we arrived at that figure, to 
show our method of computing” [R. 155]. 


When the court then admitted the exhibit in evidence ‘‘for 
the purpose stated by counsel,’’ it was understood by coun- 
sel that the exhibit was evidence for all purposes except 
to show proper depletion allowances on the trustees’ dis- 
tributions or to show the proper total amount of the loss 
sustained by petitioner, which total amount necessarily 
involved the question of depletion. Certainly the exhibit 
would have been entirely immaterial had its only effect 
been to evidence the mental process of petitioner’s auditor. 
The issue was as to the amount of the loss. This clearly 
appears from the introductory question put to the witness, 
in which he was asked to state how the figure of $43,- 
15196 claimed as a loss was established [R. 153]. At 
no time did counsel for respondent question the veracity 
of the statement as evidence of the original cost of the 
well, 
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This is the entire explanation of Mr. Tonjes’ earlier 
statement [R. 119] that while he thought the total sum of 
$43,151.96 claimed as a loss “might be correct,” he did 
not concede the amount. The total was not conceded be- 
cause it embodied a disputed element of depletion, but for 
no other reason. 


Petitioner’s Exhibit 57 shows that the cost, less depre- 
ciation to December 20, 1937, of the tangible well equip- 
ment on well No. 16, was $14,914.75 [R. 157], that the 
intangible drilling costs, less depletion, came to $28,237.12, 
and that the adjusted basis of petitioner’s interest in the 
well was the total of those sums, or $43,151.96 [R. 158]. 
The Tax Court’s order of July 30, 1943 [R. 270-2] shows 
the income from well No. 16 for 1936 and 1937 as fol- 
lows: 


1936 1937 
Gross income $46,981.24 $20,688.87 
Net income 20,785.55 16,060.02 


Depletion for these years, computed at 2714% of gross 
income or 50% of net income, whichever is lower, 
amounted to $10,344.43 in 1936 and $7,365.47 in 1937. 
The sum of these figures, $17,709.90, is $251.81 more 
than the total depletion for the same years shown in Ex- 
hibit 57 [R. 158], so the loss on surrender of the well 
is reduced from $43,151.96 to $42,900.15. 


Mr. Meitner, petitioner’s auditor, testified that the 
figures shown on Exhibit 57 were taken by him from 
petitioner’s books [R. 153]. These figures, however, were 
rejected by the Board because “respondent never agreed 
that petitioner’s books reflected actual cost of the well” 
[R. 212]. We respectfully submit that petitioner’s books 
are prima facie evidence of the facts they purport to rep- 
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resent and that this rule of evidence is not conditioned 
upon the prior agreement of the Commissioner as to their 
accuracy. In the instant case there was no evidence or 
even assertions of counsel to challenge the accuracy of 
the book entries. Under such circumstances, to deny a 
corporation the evidence of its books of account would be 
to leave it at the mercy of the Commissioner as to all 
matters except those still within the memory of its officers 
and employees. The mere assertion of such a doctrine is 
shocking to one’s sense of fairness. In Commissioner v. 
Peter ig! Coillsemes (C. C. A. 6), 50 Fed. (2d) 777, at 
778, the court said: 


“The Board has frequently held that the balance 
sheets of predecessor and successor corporations are 
evidence of asset values. Fidelity Storage & Ware- 
house Co., 2 B. T. A. 371; Munising Motor Co., 1 
By 1. A..286; Northeastern Oil & Gas CGo., 5 B. T. 
A. 332. Not only did the books of the Crawford 
Company show these values, but the same items at 
the same values were transferred to the books of the 
taxpayer upon the taking over of the properties. 
Nothing appears in the evidence from which it is to 
be inferred that the books of either company did 
not show, as they purported to do, the true value of 
the assets. In this situation we think the Board 
should have accepted the book values. Newton v. 
Consolidated Gas Co., 258 U. S. 165, 42 S. Ct. 264, 
Gomme. eed. 538. Kings County Lighitimge Go. ¥. 
Nixon (D. C.), 268 F. 143.” 


nw. F, Bawards, 39 B. T. A. 735, at 737, this rule was 
eecepred by the Board when it said: 


“The assets of a corporation may be considered in 
arriving at the value of its stock, Lillian G. McEwan, 
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26 B. T. A. 726, and in the absence of any different 


showing, the book value of those assets is some evi- 
dence of their actual value sufficient to shift the bur- 
den of going forward to the respondent. See Wessel 
v. United States, 49 Fed. (2d) 137; Commissioner 
v. Brier Hill Colliertes, 50 Fed. (2d) 777.” 


And very recently, on May 31, 1944, in the case of Waldo 
B. Russell, C. C. H. Dec. 14,007(M), the Tax Court was 


even more explicit, saying: 


“As to the deduction for patent depreciation which 
respondent has reduced for failure to show an ade- 
quate basis, we think the question close but have 
concluded that petitioners have borne their burden. 
It is stipulated that ‘the books of Russell Box Com- 
pany show that . . . the patents were transferred 
to . . . (petitioner) at an amortized value of 
$9914.56,’ which is the amount used by petitioners as 
its basis. No contradictory evidence was introduced 
by respondent who admits ‘that such books make such 
showing,’ and merely contends that the books are 
no evidence whatever. While certainly not conclu- 
sive, we have held that entries appearing upon books 
regularly maintained in the operation of a business 
furnish some evidence of the facts shown, sufficient 
to place upon respondent the burden of going for- 
ward. B. F. Edwards, 39 B. T. A. 735. We think 
that rule should be followed here. The entry in 
question purported to state a fact, namely, the figure 
at which the property was transferred. It would be 
necessary to conclude that this fact was misstated 
in order to disregard the book entry completely. In 
the absence of some evidence on the subject justify- 
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ing at least the creation of suspicion, we do not re- 
gard so drastic a procedure as required. On this 
issue petitioners are sustained.” 


The opinion of the Board member in this case ques- 
tions whether the $17,889.48 shown as depreciation on 
tangible well equipment is the full amount allowable 
within the meaning of Section 113(b)(1)(B) of the 
Revenmersct of 1936 [R. 212-3]. This must be age 
sumed, in the absence of any evidence to the contrary 
or objection by the Commissioner. To require the tax- 
payer, in every case of loss, to prove that the deprecia- 
tion taken and allowed was as great as would be “allow- 
able” by the Commissioner, in the absence of any issue 
raised by the Commissioner himself, would be to require 
a useless waste of the time of the courts and counsel. 
The very least that the taxpayer has the right to expect, 
if the question is raised by the court itself, is an oppor- 
tunity to supply the deficiency in proof. Here petition- 
er’s motion for a rehearing stated [R. 236]: 

“We also petition for a rehearing because, if there 
be any question that the proof as introduced failed 
to clarify any of these matters, Petitioner asks for 
a rehearing to the end that all of such matters 
can be made clear beyond possibility of doubt. The 
facts involved are not susceptible of dispute, and 
the interest of justice, we respectfully submit, re- 
quires that all of the facts be before the Board with 
the utmost clarity.” 


Yet this motion for rehearing was summarily denied [R. 


244]. 
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In this connection we call attention to the case of For- 
vester Box Co. v. Commissioner (C, C. A. 8), 123 Fed 
(2d) 225, 228-9, where the court said: 


“The Board ruled that the lawful basis, for de- 
termining gain was $128,571.36 less whatever de- 
preciation was allowable during the years 1922 to 
July 1, 1929. The Board held that the burden of 
showing the amount of allowable depreciation was 
upon the petitioner, and that, since it had failed to 
sustain the burden, the Board had no alternative but 
to approve the respondent’s determination. 


*K * * *K *K *K *K * 


“It is apparent that the petitioner’s evidence was 
directed toward proving the nonexistence of actual 
depreciation, and not toward proving the amount of 
allowable depreciation. The petitioner demonstrated 
that the respondent’s determination was based on an 
erroneous theory, but it failed to prove, as the Board 
has pointed out, the amount of depreciation which 
was allowable from 1922 to 1929 with respect to 
the machinery and equipment. The Board was of 
the opinion that a far greater depreciation was al- 
lowable than the petitioner had taken. In effect, the 
Board ruled that, while the respondent’s determina- 
tion, which had been appealed from by the petitioner, 
was based on an utterly untenable theory, the peti- 
tioner must accept that determination because of 
its failure to show that its own theory as to the basis 
for determining gain on the sale of the machinery 
and equipment in 1929 was correct. 


“Tt is obvious now that both the respondent and 
the petitioner were shooting wide of the mark in the 
proceedings before the Board. It is also apparent 
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that if the Board’s order is affirmed, the taxpayer 
will, in all probability, be required to pay taxes in 
an excessive and arbitrary amount. While it may 
be true, as the Board remarks, that allowable de- 
preciation on $128,000 worth of machinery during 
7Y% years must have exceeded $1,893.89, it would 
seem to be equally apparent that the allowable de- 
preciation on such machinery would not have been as 
great as $128,000. Under the circumstances, we 
think that it was the duty of the Board, after it had 
decided what the proper basis was for determining 
gain, to afford the petitioner an opportunity to show 
what the allowable depreciation on the machinery 
and equipment was from the time it acquired it up to 
July 1, 1929. See and compare, Helvering v. Tay- 
Ig) U. S. 507, 515, 516, 55 S. Ct. 287, 790, 
icmeezs, Clements v. Commissioner, 8 Cir., 88 F. 
2d 791, 793; Johnson v. Commissioner, 8 Cir., 88 
F. 2d 952, 956; National Lumber & Tie Co. v. Com- 
miseromer, 8 Cir., 90 F. 2d 216, 219,” 


See also, in this connection, the following cases: 


Royal Highlanders v. Commnussioner (C. C. A. 8), 
ire fed, (2d) 240, 245; 


Eau Claire Book & Stationery Co. v. Commr. 
meee. 7), 65 Fed. (2d) 125, 126; 


Underwood v. Commu. o C. A. 4), 56: Pedy (aah) 
oy 72-3. 


The opinion further states that the record is devoid 
of any evidence to show that the intangible drilling costs 
of Well No. 16 were not ‘deducted as ordinary and neces- 
sary business expenses in the year in which they were 
incurred, as permitted by article 243, Regulations 74” 
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[R. 213]. One complete answer to this suggestion is 
that a corporation which agrees to drill a well in con- 
sideration of an interest in the well site is not permitted 
to deduct the drilling costs as an expense. In Hardesty 
v. Commissioner (C. C. A. 5), 127 Fed. (2d) 844-5, the 
court said: 

“Taxpayers seek a deduction from gross income, 
predicating their case solely upon the provisions of 
Article 23(m)-16 of Treasury Regulations 94. The 
drilling and development costs dealt with by this 
article are those incurred by a taxpayer in connection 
with the development of his own property or lease. 
* %*« * The regulation was not intended to and 
does not apply to costs incurred in the drilling of 
oil wells on the lands of others, or to costs incurred 
in connection with the drilling of wells as the pur- 
chase price of or as consideration for an interest in 
the lands of others.” 


The decision of this Honorable Court in United States v. 
Sentinel Ol Co., 109 Fed. (2d) 854, cert. den., 310 U. S; 
645, 84 L. Ed. 1412, is to the same effect. Petitioner’s 
agreement of September 28, 1928 to drill Well No. 16 
at its own expense was made concurrently with the trans- 
fer to petitioner of the lease of the well site [R. 187] and 
was obviously the consideration for that transfer. That 
this was a capital transaction was in effect conceded by 
the allowance to petitioner of depletion on the production 
of Well No. 16. See Commissioner v. Rowan Drilling 
Co. (C. C. A. 5), 130 Fed. (2d) 62, 63-4, where the 
court said: 

“The Rowan Drilling Company having given its 

drilling services in consideration of oil payments, 

the costs incurred by it as a consequence of the drill- 
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ing constituted the purchase price paid by it to ac- 
quire a capital asset. This much seems to be con- 
ceded by the taxpayer, for it claimed depletion de- 
ductions with respect to its income from such oil pay- 
ments.” 


Furthermore, Exhibit 51 shows intangible costs of 
Well No. 16 under the heading of “Capital Assets” [R. 
103]. The suggestion that, while capitalizing these items 
on its books, petitioner might be “expensing” them for 
income tax purposes, was conjured up by the Board and is 
not based on any evidence or taken from any statement 
made to it by counsel for respondent. This suggestion is 
refuted by the fact that the intangible drilling cost of 
Well No. 16 increased from $60,908.31 as of December 
31, 1935 [R. 103] to $74,167.31 as of December 20, 1937 
[R. 158], an increase of $13,259 during the very tax 
years here in question. The Board member must have 
known, and it affirmatively appears from Exhibits 60 and 
61 [R. 181-182], that no deduction was taken for any 
sum expended for drilling in those years. Certainly, un- 
der these circumstances, it was improper for the Board 
to disregard the flat assertion in the affidavit of Mr. 
Meitner, submitted in support of petitioner’s motion for 
rehearing, that “petitioner has never expensed intangible 
drilling costs” [R. 242]. 


Finally, the Board states that ‘no allowance was made 
by petitioner in the computation for the salvage value 
Siete ell [R, 213]. The testimony of Harold C. 
Morton clearly shows that the well equipment was sur- 
rendered with the well, and the directors considered it a 
good bargain [R. 124-5]. There was nothing left from 
which petitioner might salvage any part of its loss, 
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If there was any deficiency in proof of the amount of 
petitioner’s loss on Well No. 16, it can very easily be 
remedied, and common justice would require that petition- 
er be given the opportunity to submit any additional evi- 
dence required. As things stand, it appears that petitioner 
actually sustained a large loss which the Revenue Laws 
permit it to deduct in determining its income tax lability, 
but that it is being denied the deduction and taxed ex- 
cessively on purely technical grounds. We firmly believe 
that if the cause is remanded to the Tax Court, counsel 
for respondent, knowing that all necessary additional evi- 
dence is available and cannot be controverted, will stipu- 
late to the deduction in the full amount of $42,900.15 
claimed. 


Conclusion. 


For the reasons above set forth, it is respectfully sub- 
mitted that the decision and order appealed from should 
be reversed and remanded for further appropriate pro- 
ceedings. 


Haroitp C. Morton, 
Leon B. Brown, 


Attorneys for Petitioner. 


